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Request for Refund of Deficiency Interest by [ R
I :o: Bl »~< Il vnder the May Department Stores and
Saequa Cases

This memorandum responds to your request for our advice
regarding the application of the May Department Stores (May
Department Stores Co. v. United States, 36 Fed. Cl. 680, 96-2
U.s5.T.C. 50,596 (1996)) and Segua (Segua Corporation v. United
States, No. 95 Civ. 2086, 1998 U.S., Dist. LEXIS 8556 (S.D. N.Y.
June 10, 1998})) cases to the calculation of deficiency interest for

s (D I 2nd I taxable years.

ISSUE

Whether the Internal Revenue Service (the Service) properly
calculated deficiency interest for il s I and I caxable.

CONCLUSION

Though the information presented by llll is not entirely clear,
it appears the Service overstated the amount of deficiency interest
and has understated it. We believe the table below presents
the appropriate calculation of deficiency interest for M and

Portion of Deficiency

Total on Which Interest Date Interest
Year Deficiency Calculated Begins
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FACTS

's [l income tax return was originally due on | NN

R requested and received an extension for filing the
return from , to . I estimated
its tax liability at $ timely paying that amount by
The table below shows the installment

payments of estimated tax made by [JJJJ and how the Service credited
those payments. :

Date Tvpe of Payment Amount

Apr. 15, - Estimated Tax Payment $
June 17, Estimated Tax Payment
Sep. 16, . Estimated Tax Payment

Mar. 15, Estimated Tax Payment

(paid with extension)
TOTAL |
Bl tiled its ] income tax return on .
; a refundable

The return showed a tax liability of $§

credit in the amount of $ , and thus, an overpayment of
$ (s + sHE) - =
S ] . elected to credit the §

overpayment to its tax liability for The tax return did not
specify to which installment for the overpayment should be

credited. The Service credited the overpagent as cf the

due date for the return, not to 's first installment
payment for - due On its Form 2220,
Underpayment of Estimated Tax by Corporation, | lapplied the
overpayment as a credit against its first installment of estimated
tax due

The Service audited 'sg income tax return and
determined a deficiency of 3 , which was assessed in

tuo pieces. S i N - S I
. (We note that received a refund relating to

its tax year in the amcunt of S| N i
This refund does not affect the issue presented for opinion.)

Accordingly, [l had no overpayment for I and in fact had
inderpaiq 1ts 1iability by SHNEEEE (s ERE -
sHE -

's [l income tax return was originally due on
B requested and received an extension for filing the

return from , to . M estimated
its tax liability at timely paying that amount by
. 7hc table below shows the | installment

payments of estimated tax made by [l and how the Service credited
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those payments.

Date Tyvpe of Payment Amount

Mar. 15, IR - Tax Return Over-

payment applied to

Apr. 15, Estimated Tax Payment
June 16, Estimated Tax Payment
Sep. 15, Estimated Tax Payment

TOTAL

The table below shows the required - installment payments
from [ ll's I Form 2220, Underpayment of Estimated Tax by
Corporation, the amount of the payment, and the amount over- or
underpaid.

Date Installment Due Amount_ Paid {Over) /Underpaid

Apr. 15,
ST KE_ B
Sep. 15,
Dec. 15,

Bl incurred no addition to tax for failure to pay estimated income
tax under I.R.C. § 6655 for R

B ciled its M income tax return on
The return showed tax liability of $
credit in the amount of $ﬂ
for on Form 4466, and thus,
[($ +
s elected to credit the §

a refundable
refund applied

1. overpayment to
its tax liability for - The tax return did not specify to
which installment for the overpayment should be credited. The
Service credited the overpayment as of the , due date
for the BN return, not to ='s first installment payment for
B due 2pril 15, on its [l Form 2220, Underpayment of
Estimated Tax by Corporation, |} applied the overpayment as a
credit against its third installment of estimated tax due ||| IGTGIN

The S| w25 refunded in four pieces.

did not pay interest on two of the pieces;
on and S| :zefunded on
filed a lawsuit in the Court of Federal Claims to obtain the
interest it believed the Service owed on the two pleces. The case
was settled in , on the basis of allowing fifty percent
of the interest believed it was due.

The Service
refunded
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Prior to the settlement, the Service audited
tax return and determined a deficiency of §

5 - income

which was

assessed in || IEG@BE 2ccordingly, had no overpayment
for and in fact had underpaid its liability by $ﬂ
H“’L - S -

‘s Il income tax return was originally due on || IEIEGEE

B requested and received an extension for filing the
return trom v B st inated
its tax liability at $ timely paying that amount by
. c table below shows the [ installment

payments of estimated tax made by Il and how the Service credited
those payments.

Date Type of Pavyment Amount

Mar. 15,

- Tax Return Over-

iaﬂent applied to

Apr. 15, Estimated Tax Payment
June 16, Estimated Tax Payment
Sep. 15, Estimated Tax Payment
Dec. 15, Estimated Tax Payment

Mar. 15, IR Estimated Tax Payment

(paid with extension)
TOTAL

The table below shows the required - installment payments
from [l s I Form 2220, Underpayment of Estimated Tax by
Corporation, the amount of the payment, and the amount over- or
underpaid.

Date Installment Due Amount Paid Over) /Underpaid
June 15,
Sep. 15, }
Dec. 15, )

Bl uses an annualized income installment method in calculating the
amount of its required installment payments. Accordingly, although
it appears M underpaid its first and second installments,
incurred no addition to tax for failure to pay estimated income tax
under I.R.C. § 6655 for [

Bl riled its [ income tax return on
The return reflected a tax liability of $
refundable credit in the amount of $
overpayment of S| GczNG |

and thus an
+ 8
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< - -

Though not entirely clear from your request, it appears the
Service calculated interest on the entire deficiency for each of
and from the original due date of each return, i.e.,
and . ' s statement submitted with its claims
for refund also are not entirely clear. For . it appears R
calculates interest on the deficiency as shown in the table below.

Portion of Deficiency
Total on Which Interest Date Interest
_Deficiency Calculated Begins

The $_ represents the difference between the total
deficiency and the S| crcdit elect from to

made when the = return was filed on X

relying on Segua and May Department Stores, appears to argue that
since its i—estimated tax installment payments exceeded the
required installments, the funds making up the $ credit
elect were not needed or used by it. From this premise

concludes the Service cannot assess interest on the deficiency
equal to the credit elect.

ror [}, it appears M calculates interest on the deficiency
as shown in the table below.

Portion of Deficiency
Total on Which Interest. Date Interest
Deficiency Calculated Begins

B :02in relying on Segua and May Department Stores, argues that
since its total ﬁ estimated tax installment payments exceeded
the required installments, the funds making up the §
credit elect were not needed or used by it. From this premise, [}
concludes the Service cannot assess interest on the deficiency
equal to the credit elect. [}/ relying on Rev. Rul 88-98, 1988-2
C.B. 356, further argues that, because the settlement of the Court
of Federal Claims case regarding its entitlement to interest allows
for only fifty percent of the claimed interest, the Service may not
assess interest on that part of the deficiency equal to the portion

of the refund that did not bear interest ($§ (Il of
S 21 S octween the due date
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of the

return, and the date of the refunds on | anc
. During this period I contends the Service had
"free use" of the requested refund and may not assess interest.

ANALYSIS

Under I.R.C. § 6601{a) interest on a tax begins when it is
both due and unpaid. Avon Products, Inc. v. United States, 588
F.2d 342, 344 (2d Cir. 1978). The "use of money" principle
provides that the Service can assess interest only when a taxpayer
has use of funds rightfully belonging to the government. May
Department Stores, citing among others, Manning v. Seeley Tube &
Box Co., 338 U.S. 561 (1950).

Rev. Rul. 88-98, 1988-2 C.B. 356, holds that when a taxpayer
claims an overpayment on a return filed either on the original due
date or on extension, and the claimed overpayment is applied in
full against an installment of the succeeding year's estimated tax,
interest on a subsequently determined deficiency for the earlier
year runs from the due date of that installment on the part of the
deficiency that is equal to or less than the claimed overpayment,
and from the original due date of the return on the remainder.

Rev. Rul. 88-98 follows Avon Products, Inc. v, United States, 588
F.2d 342 (2d Cir. 1978). The date the overpayment becomes a
payment on account of the succeeding year's estimated tax
determines when the prior year's tax became unpaid for purposes of
I.R.C. § 6601(a), and thus when deficiency interest begins to run.
Prior to that date the government has had the use of the funds with
respect to the prior year's tax.

In the May Department Stores case, May's 1983 tax return was
due April 15, 1984. May filed for an automatic extension for
filing from April 15 to October 15, 1984. May had estimated its
1983 tax liability at $111,000,000.00 and had timely paid that
amount by April 15 through installment payments of estimated tax,
an election to credit the overpayment from 1982 to 1983, and a
payment with the extension request.

When May filed its 1983 income tax return on October 15, 1984,
it showed a tax liability of $103,090,774.00 and an overpayment of
$7,909,226.00, which it elected to apply to its 1984 income tax
liability. May did not designate which installment the overpayment
applied to, though its Form 2220 for 1984 indicated May applied it
to its first installment of estimated tax for 1984 due on May 15,
1984. The Service applied the overpayment to May's first
installment. of estimated tax due on May 15, 1984. May incurred no
addition to tax for failure to pay estimated income tax under
I.R.C. § 6655 for its 1984 taxable year.
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On audit the Service determined May's tax liability to be
$108,018,931.00. Thus May's overpayment was $2,981,069.00 not
$7,909,226.00. The Service assessed interest on the deficiency
from May 15, 1984, the date of the first installment of estimated
tax for 1984 in accordance with Rev. Rul. 88-98. May contended
that interest did not begin until October 15, 1984, when it made
its election to apply the overpayment to its 1984 tax liability and
moved the funds out of the 1983 tax year. The Federal Claims Court
agreed with May. It concluded that the tax {(deficiency) was not
unpaid because the government had use of the funds for the 1983
year until May elected to apply the overpayment to its 1984 tax
liability and took the funds out of the 1983 tax year.

May's 1984 tax return was due April 15, 1985. May filed for
an automatic extension for filing from April 15 to October 15,
1985, May had estimated its 1984 tax liability at $142,000,000.00
and had timely paid that amount by April 15 through installment
payments of estimated tax, an election to credit the overpayment
from 1983 to 1984, and a payment with the extension request.

When May filed its 1984 income tax return on October 15, 1985,
it showed a tax liability of $136,161,486.00 and an overpayment of
$5,838,514.00, which it elected to apply to its 19285 income tax
liability. May did not designate which installment the overpayment
applied to, though its Form 2220 for 1985 indicated May applied it
to its first installment of estimated tax for 1985 due on May 15,
1985. The Service applied the overpayment to May's first
installment of estimated tax due on May 15, 1984. May incurred no
addition to tax for failure to pay estimated income tax under
I.R.C. § 6655 for its 1985 taxable vyear.

On audit the Service determined May's tax liability to be
$142,740,592.00. Thus May had no overpayment and had in fact
underpaid its 1984 tax by $740,592.00. Following Rev. Rul. 88-98,
the Service assessed interest on the entire deficiency from May 15,
1985, the date of the first installment of estimated tax for 1985.
May contended that interest did not begin on the $5,838,514.00
portion until October 15, 1985, when it made its election to apply
the overpayment to its 1985 tax liability and moved the funds out
of the 1984 tax year. Interest on the $740,592.00 was not at 1issue
because both May and the Service agreed that interest on the ran
from the due date of the return. Again, the court agreed with May.
It concluded that the tax (deficiency) was not unpaid because the
government had use of the funds for the 1984 year until May elected
to apply the overpayment to its 1985 tax liability and took the
funds out of the 1985 tax year. (Il s situation for M and T
is the same as May's 1984 tax year.)

In light of the May Department Stores decision, the Service
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has reconsidered the manner in which interest on a subsequently
determined deficiency is computed under I.R.C. § 6601(a), when the
taxpayer makes an election to apply an overpayment to the
succeeding year's estimated taxes. When such election is made, the
overpayment is applied to unpaid installments of estimated tax due
on or after the date the overpayment arose, in the order in which
they are required to be paid to avoid an addition to tax for
failure to pay estimated income tax under I.R.C. §§ 6654 and 6655.
The Service will assess interest on a subsequently determined
deficiency for the overpayment year from the date or dates that the
overpayment is applied to the succeeding year's estimated taxes.

In all situations, the estimated tax rules in effect for the tax
year in which the credit elect is used determine the amount of
estimated taxes due, and thus, the amount of the overpayment needed
to satisfy the installments of estimated tax. The unused balance
of the overpayment is deemed effective as a payment of the
succeeding year’s income tax liabilities as of the unextended due
date of the return.

The date the overpayment becomes a payment on account of the
succeeding year’s estimated tax determines the date the prior
year’s tax became unpaid for purposes of I.R.C. § 6601{a). Prior
to that date the government has had the use of the funds with
respect to the prior year’s tax, and no interest is payable on the
overpayment that is the subject of the taxpayer’s election. See
I.R.C. § 6402 (b); Treasury Reg. §§ 301.6402-3(a){(5) and 301.6611-
1(h) {2) {vii). Interest should be charged from the point the prior
year’s tax is both due and unpaid. May Department Stores Co. v.
United States, 36 Fed. Cl. 680 (1996), acg. AOD CC-1997-008 (Aug.

4, 1997); Avgn Products, Inc. v. United States, 588 F.2d 342 (2d
Cir. 1978); Rev. Rul. 88-98, 1988-2Z C.B. 356. See also Kimberly-
Clark Tissue Company v. United States, 97-1 USTC 50,308 (E.D. Pa.

1997).

Where the overpayment is not needed to satisfy any installment
of estimated tax in the succeeding year, the overpayment would be
treated as a payment of the succeeding year’s income tax. I.R.C.

§ 6513(d) provides that if any overpayment of income tax is, in
accordance with I.R.C. § 6402(b), claimed as a credit against
estimated tax for the succeeding tax year, such amount shall be
considered as a payment of income tax for the succeeding taxable
year (whether or not claimed as a credit in the return of estimated
tax for such succeeding taxable year) and no claim for credit or
refund of such overpayment shall be allowed for the taxable year in
wnich the overpayment arises. In addition, I.R.C. § 6513(a)
provides that a payment of income tax made before the date
prescribed for payment of the tax is considered paid on that date.
The date prescribed for payment of tax is the time fixed for filing
the return (determined without regard to any extension of time for
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filing the return). I.R.C. § 6151. Further, it is on this date
that the overpayment is treated as a payment for purposes of
computing interest on any overpayment of income taxes with respect
to the succeeding year under I.R.C. §§ 6611l(a) and (d). Thus, we
conclude that the statute requires that an overpayment which the
taxpayer elects to credit against estimated tax for the succeeding
year must be treated as a payment against the next year’s tax with
an effective date no later than the due date of the next year’s
return.

As stated above, when the taxpayer makes an election to apply
an overpayment to the succeeding year's estimated taxes, the
overpayment is applied and treated as a payment of estimated taxes
in the order in which the estimated taxes are required to be paid
to avoid an addition to tax for failure to pay estimated income tax
under I.R.C. §§ 6654 and 6655. The critical factor is whether a
credit elect is necessary to avoid (or reduce) the addition to tax
for failure to pay estimated tax as determined under the estimated
tax rules for the year to which the credit is carried.

If an amount that was originally paid with
respect to the tax is subsequently credited
against a different obligation, the date on
which the first tax is both due and unpaid is
not necessarily the filing date of the
request for the credit but rather the date as
of which the credit is effective as a payment
of the other obligation, even when that date
precedes the date of the credit election.

Rev. Ruling 88-98, 1988-2 C.B. 356. The above language and use
of money principles requires that the effective date of a credit
as payment of estimated taxes occurs when the overpayment is
applied to the unpaid installments. This includes unpaid
installments that are due both before and after the election.

Moreover, to the extent the return overpayment is not needed
to satisfy any installment of estimated tax for the succeeding
year, the overpayment should be applied to that succeeding year’s
income tax liability as of the unextended due date of that year’s
return. I.R.C. §§ 6513(a) & (d).

Accordingly, we believe the table on the next page presents
the appropriate calculation of deficiency interest for hand
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Portion of Deficiency

Total on Which Interest Date Interest
Year Deficiency Calculated Begins

$12,239,077.00 $

$ : -

Regarding the represents one-half of the amount
refunded on I - The Court of Federal
claims suit included this refund. The settlement reached allows
interest on one-half of the refunded meaning that only one-half
of the refund did not bear interest. Accordingly, the table

above reflects that deficiency interest on only one-half of the

refund will not accrue before || EEEE.

-, relying on Sequa, contends the Service may not assess
interest on the portlon of the def:.c:.enc:.es equal to the credit

elect from s to ms 2nd Jimmms to HEEM. See also In re Vendell
Healthcare, Inc., 222 B.R. 564 (1998). Both Sequa and Vendell

effectively hold that the government does not lose use of the
funds comprising a credit elect from one year to the next, and
therefore cannot assess interest, if the specific funds making up
the credit elect are not used to satisfy the next year's
liability, i.e., the credit elect does not constitute payment of
the succeeding year's tax. The effect of this on [} could mean
interest would not be allowable on the [l deficiency to the
extent of the unused credit elect as of the end of ii.e.,
s , and no interest on that same amount for because

the credit elect exceeds S|l B s apparent claim
that no interest may be assessed misapplies Segua to the facts

pertaining to and ears because either used
I s -3 of the

credit
elect to satisfy a portion of its tax liability for or had
that amount refunded to it as part of the $§

refund.
Regardless, as discussed below we do not believe Segqua and
Vendell opinions to be correct.

We believe both Segua and Vendell were wrongly decided. The
reasoning in the opinions violate the annual accounting period,
namely that each taxpayer’s income tax liability for a single tax
year is a separate and distinct liability, and that taxable
income and payments of tax must be computed on the basis of that
annual taxable year. See I.R.C. § 441, 1If there are no
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shortfalls in estimated tax in the subsequent year (such that the
taxpayer would incur an estimated tax penalty), then the
overpayment from the prior year is to be treated as a payment of
the subsequent year’s income taxes as of the unextended due date
of the subsequent year’s return.

DISCIOSURE_STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose official tax administration duties with respect to this
case require such disclosure. In no event may this document be
provided to Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not be
disclosed to taxpayers or thelr representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.

JESEEO REE 0 SEZ200¢ D
GEORGE W. BEZQOLD
Acting Assistant
District Counsel

cc: Assistant Regional Counsel (TL), Midstates Region



